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LESSONS OF THE PAST 


1. The proposal for an International Clearing Union prepared under the 
auspices of the British Treasury and the corresponding proposal for an 
International Stabilization Fund issued by the American Treasury attempt 
to outline the framework in which international trade and finance may be 
conducted after the war. They form part of the plans to implement some 
of the general principles of the Atlantic Charter. 

The subject matter of international trade and finance is of a highly 
technical nature and discussions of these problems tend, therefore, to be 
confined to ‘experts,’ city circles, and business men. It is, of course, 
appropriate that the efforts to come to a satisfactory plan should be left 
to the experts of the Allied Nations whenever technical details are con- 
cerned. It is important, however, that a wider circle than the mere 
experts should understand the general issues involved and help to shape 
the line along which agreement should be sought by the experts. For, 
although questions of social security and full employment would appear 
to affect the life of the average citizen more immediately and fundament- 
ally, there can be no doubt that his welfare and standard of living will be 
greatly influenced by the sort of international order or disorder in the 
economic relations between States which will emerge after the war. 

It is the purpose of the following articles to bring to light the elementary 
principles embodied in the two currency plans, and to show how far the 
machinery proposed in these two plans is likely to achieve its object of 
increasing international trade and welfare and of providing adequate 


1 Contributions to this Supplement were prepared by members of the Joint Com- 
mittee of Nuffield College and of the Institute of Statistics, Oxford. 
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inducements for a lasting co-operation of all nations in the scheme. Such 
an investigation must go into the details of the plans in order to elaborate 
their significance for the basic issues. 

2. International Trade exists because some goods can be produced 
relatively cheaper in some countries than in others. The relative advan- 
tages may be due to the uneven distribution of natural resources over the 
earth or to the fact that the rate of development in some areas has, in the 
past, been much greater than in others. It is because of these inequalities 
that the international exchange of goods is both useful and—under most 
circumstances and other things being equal—instrumental in increasing 
welfare all round. 

If some countries sell more than they wish to buy (surplus countries), 
and hence some other countries buy more than they sell (deficit countries), 
then there must be some mechanism which enables them to do so. This 
mechanism is provided by international borrowing and lending or by 
transfers of internationally acceptable means of payment. Such inter- 
national means of payment held by a country we call its liquid reserves. 
A country which buys more than it sells will, therefore, become indebted 
to other countries or lose liquid reserves, and, correspondingly, a surplus 
country will either become a creditor of other countries or acquire liquid 
reserves. 

How far countries are willing to give or to receive credits and how they 
react to a loss or gain of liquid reserves determines, broadly speaking, the 
character of a ‘currency system.’ A deficit country anxious to guard 
against a rapid depletion of its liquid reserves and unable or unwilling to 
obtain long-term loans, must try to reduce imports relatively to exports 
(the possibility of short-term credits we shall not discuss at the moment). 
Such an attempt by any individual country to restore its balance may 
take various forms. Import requirements may be lowered by a reduction 
of the national income and the accompanying fall in home prices, and this 
policy of deflation was the usual procedure for a deficit country under the 
gold standard. A reduction in the foreign exchange rate, which under 
favourable circumstances will, by making imports dearer in terms of home 
currency and exports cheaper in terms of foreign currency, reduce imports 
and stimulate exports. The introduction of tariffs and quotas, the reduc- 
tion of imports by administrative controls, state monopolies of foreign 
trade, exchange control, etc., or subsidies to exports will have different 
effects upon the trade balances of the home country and foreign countries 
according to the nature and aim of the measures. Similarly, a surplus 
country unwilling to lend may either increase its liquid reserves (thus 
draining off reserves from the rest of the world) or may increase imports 
relatively to exports by raising the national income and hence home prices 
relatively to foreign prices (re-flation), by appreciating its currency, by 
lowering protective barriers, or by subsidizing imports. 

3. The aim of an international currency plan must be to lay down a 
code of rules which countries agree upon and can be relied upon to apply 
in international trade and finance in different circumstances. The gold 
standard was such an internationally accepted system of rules. Exchange 
rates were fixed in terms of gold and central banks were willing to sell and 
buy gold at this price. Any excess of imports over exports which was not 
made good by borrowing led to an outflow of gold. If this loss of liquid 
reserves was more than seasonal, the Central Bank enforced a deflationary 
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process which reduced income and prices sufficiently to slow down and 
finally to stop the loss of gold. This, however, could be avoided where 
long-term loans financed the import surplus. The system of fixed exchange 
rates and flexible output and prices relied upon international borrowing 
and lending to keep output fluctuations as a method of adjustment 
within limits. It broke down when surplus countries became unwilling 
to lend on long term, and deficit countries were thus forced to adjust 
their external balance mainly by reducing output and prices. The 
substitution of short-term lending introduced into the system a high 
degree of instability. The sudden and unregulated inflow and outflow 
of short-term funds caused sudden changes in liquidity which could 
not be controlled by the normal techniques of the gold standard. Even 
sudden and great changes in output and prices could not prevent the 
drawing off of liquid reserves and precipitated the countries affected 
into deep financial and economic crisis. This was a high price to pay with 
equanimity for adhering to an international currency code. 

The reactions of different groups of countries to this dilemma differed, 
mainly, though not entirely, according to the internal and external 
economic conditions in which they found themselves. Some tried to 
exercise control over capital movements to stop the drain on liquid 
reserves and found that control had to be greatly extended and had to 
include exports and imports to be really effective. Others left the gold 
standard and chose flexible exchange rates, sometimes combined with a 
control of capital movements. While under the gold standard changes in 
the external balance could decree a slowing down of internal activity, 
the new system of flexible exchange rates or trade controls enabled coun- 
tries to plan their internal level of activity and let foreign exchange rates 
or trade controls take care of the effects of such a policy on the external 
balance. 

Insufficiency of liquid reserves in some parts of the system, the existence 
of erratic short-term funds, and, partly connected with these two factors, 
the existence of large-scale unemployment in the major trading countries, 
‘ brought about the collapse of the gold standard. Rapid changes in the 
structure of production contributed to and intensified the collapse. The 
immediate result was that instead of an international standard or code, 
there emerged a number of national codes and techniques designed to meet 
specific emergency situations. The merit of these ‘national systems’ was 
that they permitted internal policies aiming at a high and steady level of 
employment; their demerit was that employment could be and was often 
increased in one country (partly or entirely) at the expense of other 
countries, and in so far as this policy was based on protection, etc., the 
international division of labour suffered. There is a strong temptation 
to increase home employment in times of depression by increasing tariffs, 
quotas, and other restrictionist controls, thus deepening the depression 
abroad; and to use currency depreciation for the same end of establishing 
export advantages and import obstacles at the expense of the rest of the 
world. Competitive exchange depreciation, a steep increase in protection- 
ist measures, discriminating trade controls, multiple currency devices, 
and all the paraphernalia of the ’thirties are the symptoms of these com- 
peting national efforts to cope with the threefold problem of international 
illiquidity, capital movements, and mass-unemployment. The diversity 
and competitiveness of nationalist practices was unsatisfactory not only 
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from the economic point of view, but also politically, as it tended greatly 
to increase international friction. iid ; 

4. The experiences with ‘managed (flexible) currencies and ‘managed 
trade controls’ of the ’thirties undermined the belief in the self-healing 
processes of the ‘natural’ economic forces and carried with them the 
demand for State action to provide employment. Roosevelt in the New 
Deal period; Blum in France, Bruening and Hitler in Germany, Great 
Britain in the rearmament period, Sweden, Italy, Japan, all experimented, 
wittingly or unwittingly, with the new technique of regulating employ- 
ment by public spending, and we may assume that after the war most 
nations will wish to retain this right of determining or influencing their 
own level of employment in the interest of the welfare of their people and 
the stability of their social order. If they regard mass-unemployment, 
depressions, etc., as man-made and not as the product of superhuman 
‘natural’ forces, any new international machinery must make allowances 
for this fact and not introduce rules by which adjustments of a country’s 
external economic relations can only be made by plunging the country 
into a depression or forcing upon a country more unemployment than it 
would wish to have. 

5. A new system of international trade and exchange should be free 
from the chaotic and unruly conditions of the ’thirties, with their lack of a 
common international code of behaviour, and equally free from the 
vicissitudes which led to the breakdown of the old gold standard. If we 
list, therefore, the undesirable features of the currency systems of the 
*twenties and ’thirties, we shall obtain some desiderata for the future. 
Against these guiding principles we can then measure the merits and 
demerits of the proposed currency plans and at the same time offer con- 
structive criticism by indicating the direction in which they might be 
extended or modified. i ay 

The test questions which emerge are these: 

(1) Are adequate provisions made for furnishing each country with 
liquid reserves for re-starting international trade after the disruptions of the 
war and pre-war periods, as a means for enabling all countries, big and 
small, poor and rich, to partake in international trade and reap the benefits 
of an exchange or loan of goods? 

(2) How can we prevent countries from becoming illiquid again? If their 
liquid resources become quickly exhausted they will tend to break away 
from an international system and resort to national or perhaps national- 
istic practices to mitigate the internal effects of their external illiquidity. 
In other words, once international trade has been set going, how can it be 
kept going? By what methods can we induce nations to adhere perman- 
ently and in their own interests to a system of world-wide exchange and 
to the rules of the game? 

(3) The problem of preserving liquidity is intimately related to inter- 
national movements of short-term funds—‘hot money,’ as the Americans 
used to callit. How can we keep check upon and regulate short-term borrowing 
and lending, if they are a disruptive element? 

(4) How can we make an international system workable and compatible 
with any form of social-economic organization and any internal policy which 
member countries might wish to adopt? The ability and willingness of 
countries to conform to an international standard of behaviour depends 
on the ‘rules’ or ‘controls’ by which liquidity is preserved. And on the 


6 


preservation of liquidity of member countries depends the opportunity 
for trading with all other member countries on a basis of equality. With- 
out liquidity no multilateral trading. Liquidity can very often be 
retained at a price. Under the gold standard, for instance, the price was a 
slowing down of internal activity relatively to the rest of the world. This, 
we have assumed, may be felt by some countries to be too high a price to 
pay for preserving multilateral trading opportunities. Moreover, countries 
are in different stages of development, they are knitted in different ways 
into the world trading net (poor and rich, agricultural and industrial, 
mature industrial and underdeveloped, debtor and creditor, deficit and 
surplus countries), and they have different political and social systems. 
How can we induce every country to maintain multilateral trading without 
infringing its elementary right to choose its own form of social organization 
and to determine its domestic economic policy? 

(5) Can we introduce a steady expansionist force into international trade, 
which would neutralize or, if necessary, over-compensate the effects of 
restrictionist policies of some member States on the rest of the trading com- 
munity? How can we reduce the temptation for individual countries to 
apply restrictionist policies or at least prevent their effects spreading 
over the whole system? And if such expansionist mechanism is introduced, 
can it be so designed that it does not overshoot the target and that a 
tendency towards over-expansion is checked? 

Only if satisfactory and consistent answers are found to all these 
questions taken together, can the new system of international trade be 
built on safer ground than the old one 

6. The character of these five test-questions determines the nature and 
direction of the following analysis. Having in mind the experiences of 
the period after 1918 and the prospects of a period of difficult readjust- 
ments after the end of this war, the authors of the following articles pay 
particular attention to the possible causes of breakdowns of the new 
currency plans. It would be unwise to assume that in international affairs 
each country would have no other desire than to make the new plan a 
success at all cost. Had countries acted in this spirit and with a full under- 
standing of the implications of their actions, the gold standard need never 
have broken down. The gold standard worked well as long as gold reserves 
were distributed reasonably well over the various countries; as long as the 
strain to retain an adequate margin of liquidity by cutting down home 
activity was mild and partly compensated by the willingness of surplus 
countries to grant long-term loans and by the general buoyancy and expan- 
sion of the nineteenth-century system; and as long as creditor countries 
were willing to run a trade deficit. Clearly, if the creditor and surplus 
countries stick to these rules and also provide for the buoyancy of the 
system as a whole, the system will work without much ado. _The task is, 
therefore, to reproduce rules and conditions which make an international 
standard of a similar character acceptable and workable, and to guard it 
against misunderstandings and mismanagements such as occurred in the 
inter-war period. In other words, the new currency plans should, as far as 
possible, be foolproof, and what happened by chance and without public 


1 The adjustment of the industrial structure of the various national economies 
will still be necessary, but it will be an easier and more gradual process under con- 
ditions of expanding world trade than it was during the stagnation of the inter-war 
period. 
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cognizance in the nineteenth century should be consciously aimed at and 
be deliberately incorporated into a new Currency Plan. Hence the empha- 
sis in the following analysis upon ‘limiting cases,’ the effects of mis- 
behaviour, or disregard of rules. This procedure should be understood asa 
method of analysis, and whenever countries are introduced by way of 
example, it should be clear that it is to demonstrate a breakdown point 
and not to imply that that particular country or any other country would 
deliberately behave so as to wreck the plan. 

A second caution is necessary in this direction. For the sake of brevity 
the terms ‘British Plan’ and ‘American Plan’ are used instead of the full 
titles of the two Plans. The reader should keep clearly in mind that they 
are not rival plans of two nations. There are, in fact, important groups in 
this country which favour the ‘American’ Plan and groups in America 
which favour the ‘British’ Proposals. It is by no means certain that either 
plan is in the true interest of the country where it originated or of the 
trading community asa whole. It will be argued, indeed, that an amended 
plan will serve the interests of all countries, including the United Kingdom 
and the United States, better than either of the two schemes. The 
proposed amendment (see page 28) suggests that in order to achieve and 
maintain a truly international system in the post-war world the Inter- 
national Clearing Union must also assume the function of long-term 
lending to underdeveloped countries and wield certain additional powers 
which will be explained. These additional functions. would become 
operative only when surplus countries are not spontaneously lending 
sufficient amounts to maintain liquidity and effective demand, and when 
other means of restoring equilibrium are likely to be inferior. Such a 
mechanism would be useful even if a world-wide international plan failed 
and groups of countries proceeded to form regional blocks. 

The three articles which follow presuppose some general knowledge of 
the two Currency Plans on the part of the reader, and the authors do not 
claim to have given an exhaustive account of all the aspects of the plans. 
Many interesting details, such as the technical conduct of trading and 
finance operations under the new Plans or the question of abnormal war 
balances, have hardly been touched upon. But they are secondary con- 
siderations. The question uppermost in our minds has been how to 
devise an instrument of international policy which would not ‘wander 
from the international terrain’ and yet be efficacious enough to produce 
conditions of world expansion without interfering with the economic 
policies of member countries. 

THE EDITOR 


THE NEW CURRENCY PLANS 
I. AN INTERNATIONAL CLEARING UNION 


1. The significance of the Treasury ‘Proposals for an International 
Clearing Union’ lies above everything else in the fact that this plan, if 
adopted, would provide all member countries with international reserves 
on a generous scale. Each member State is to be given a ‘quota’ of inter- 
national purchasing power (expressed in ‘bancor’) amounting to 75% of 
the sum of its average imports and exports during three pre-war years (to 
be revised annually in accordance with a moving average of the actual 
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volume of trade). Three-quarters of the ‘quota’ represent an irrevocable 
(though not entirely unconditional) overdraft facility on the resources of 
the rest of the world. All member States can make payment, for whatever 
purpose they choose, out of their quota and have to accept such payment 
when made to them. The quota, therefore, is endowed with the same 
international monetary properties as a free gold reserve under a universal 
gold standard. 

This method of restoring the international ‘liquidity’ of member States 
after the war has much to recommend itself. Something similar would be 
achieved if the United States gave gold or dollar credits to all illiquid 
countries. But then the recipient countries would from the start become 
indebted specifically to the United States, whereas under the British Plan 
there would be no immediate new indebtedness but only potential in- 
debtedness; and the potential indebtedness would not necessarily be to 
the United States, but to any country that chose to have a surplus. Thus 
it is justly claimed as an advantage (par. 40) that the credits would have 
an ‘anonymous’ or ‘impersonal’ quality. 

The importance of an ample provision of international reserves can 
hardly be overestimated. A country without reserves is obliged to adjust 
its foreign exchange expenditure to its foreign exchange income literally 
from day to day. Such an obligation is clearly incompatible with any kind 
of exchange freedom, and inevitably leads sooner or later to the adoption 
of methods of barter, discrimination, and bilateral clearing. 

Table I gives an estimate of the size of ‘quotas’ under the Plan and 
compares them with the size of various national gold reserves during pre-war 
years when the gold standard was in wide operation. It will be seen that 
the British Plan would fulfil the purpose (stated in par. 1, (e)) of ‘starting 
off every country after the war with a stock of reserves appropriate to 
its importance in world commerce, so that without undue anxiety it can 
set its house in order during the transitional period to full peace-time 
conditions.’ Since gold reserves are not superseded, but merely supple- 
mented, by bancor quotas, total liquid reserves under the Plan are equal 
to the sum of both (see col. 6). 

The greater a country’s reserves, the greater is the freedom it can 
allow in the foreign exchange dealings of its nationals. But the greater 
this freedom, the greater is also the danger that reserves might be used 
for a wrong purpose. ‘If the purpose of the overdraft facilities is mainly 
to give time for adjustments, we have to make sure, so far as possible, that 
they will be made. We must have, therefore, some rules and machinery 
to secure that equilibrium is restored’ (par. 16). 


2. THE PROBLEM OF ‘EQUILIBRIUM’ 

The British Plan purports to exert pressure on ‘any country whose 
balance of payments with the rest of the world is departing from equili- 
brium in either direction, so as to prevent movements which must create 
for its neighbours an equal but opposite want of balance’ (par. 1, (@)). We 
must now consider what is meant by ‘equilibrium’ and a ‘want of balance.’ 

Every country’s International Balance of Payments is formally always 
in equilibrium, since there are credits to offset all payments not covered 

1 For the purpose of this discussion we shall assume that to aim at equilibrium is 
a reasonable purpose of international policy. The fundamental aspects of this matter 
are discussed in a later article. 
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by earnings or defrayed out of liquid reserves. A demand for ‘balance’ or 
‘equilibrium’ in the international accounts of a country, therefore, is 
meaningless unless it is specified which particular kinds of items are 
expected to offset each other. 

The International Balance of Payments of a country may be roughly 
divided into three parts: (1) the Current Account, (2) the Long-term 
Capital Account, and (3) the Short-term Capital Account. It is not 
essential for our argument to define with precision where the dividing 
lines are to be drawn. All receipts and payments which do not create a new 
capital claim or extinguish an old one would belong to the Current 
Account. All fluctuationsin gold or other liquid reserves, as well asall short- 
term credits and debits, would appear in the Short-term Capital Account. 

A country whose Current Account is in balance may nevertheless be in 
‘disequilibrium’ from the point of view of its liquidity position, if it is 
‘borrowing short and lending long.’ A country whose Current Account 
shows a surplus or a deficit may nevertheless be in ‘equilibrium’ as far as 
its liquidity position is concerned, if the lack of balance on Current 
Account is offset by an opposite lack of balance on Long-term 
Capital Account. This situation we might term ‘unbalanced equilibrium.’ 
The term ‘disequilibrium‘ might be reserved for a situation in which there 
are changes in the net position on Short-term Capital Account. ‘Equili- 
brium,’ therefore, may mean either that the Current Account is balanced 
and the Long-term Capital Account also; or, in the wider sense, that the 
Current Account is unbalanced and the resulting surplus or deficit is 
offset by a movement of long-term capital. 

Under the British Plan ‘equilibrium’ is defined as the absence of exces- 
sive bancor credits and debits. Is this an economically relevant definition? 
It might be so, if bancor credits and debits expressed all fluctuations of 
the Short-term Capital Account. Their size would then indicate the 
degree of a country’s/departure, in either direction, from equilibrium as 
defined in the wider sense above. But there is no reason to assume that 
this will be the case. Exchange dealings under the British Plan will ‘be 
carried on as freely as in the best days of the gold standard’ (par. 20). 
This can only mean that anybody who wishes to convert home currency 
into foreign currency will be able to do so without being obliged even to 
notify the monetary authorities of the transaction. 

Assume that a surplus country without exchange control, being un- 
willing to increase either its imports or its long-term lending abroad, 
accumulates excessive short-term balances and claims in other countries. 
This situation of ‘disequilibrium’ would not be reflected in the books of 
the Clearing Union. The result of the flow of short-term funds would be 
to keep the bancor balances (credit and debit) of the countries concerned 
below the level which they would otherwise have reached.? The very fact 


1 To include movements of gold, or of bancor balances, in the Short-term Capital 
Account has certain advantages for our presentation which is largely concerned with 
liquidity problems. The liquidity of a surplus country is indeed increased in the same 
way whether it hoards gold (or bancor) or whether it increases its holding of short- 
ter claims. And the liquidity of the deficit country is correspondingly diminished, 
whether it loses gold (or bancor) or increases its short-term indebtedness. This, 
however, should not obscure the fact that a large gold holding as such is no threat to 
the liquidity of others. It has already produced its effect in the past. This distinction 
is important in connection with the proposals made in a later article. 

2 If short-term funds leave a deficit country, the degree of disequilibrium would 
be overstated in the books of the Clearing Union. 
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that international reserves are large would increase the international 
mobility of short-term capital, because both the transfer risk and the 
exchange risk would appear to be covered by the unused quota of the 
receiving country. vite 

The authors of the Plan are not entirely unaware of this dilemma. 
‘There is no country,’ they say, ‘which can, in future, safely allow the 
flight of funds. . . . Equally, there is no country that can safely receive 
fugitive funds. . . . It would therefore be of great advantage if the 
United States, as well as other members of the Clearing Union, would 
adopt machinery similar to that which the British Exchange Control has 
now gone a long way towards perfecting’ (par. 32, 33). Yet they claim 
that ‘nevertheless, the universal establishment of a control of capital 
movements cannot be regarded as essential to the operation of the Clear- 
ing Union.’ It is indeed not essential as long as the purpose of the Union 
is merely to restore international liquidity. But the authors claim more 
than this. They claim to provide rules and machinery to maintain 
equilibrium once it has been reached and to restore it when it is lacking. 
Without exchange control, this second and more ambitious objective 
cannot be reached, simply for want of a reliable indicator of disequilibrium. 


3. EXCHANGE CONTROL 


Exchange Control, like any other control, can be used for a variety of 
purposes. The minimum of control required in a system which aims at 
equilibrium in the wider sense would be designed either to offset or to 
prevent excessive fluctuations in the Short-term Capital Account. 

To be able to do this, the monetary authorities, whether national or 
supra-national, must know what is going on. Thus the first requirement is 
to have what the British Memorandum calls a ‘machinery of record.’ When 
the record shows that some countries are accumulating excessive liquid 
claims against the rest of the world (i.e. that they are lending out their 
surpluses on Current Account on a short-term basis), while other countries 
are running into short-term debt (i.e. that they are paying for import 
surpluses out of short-term borrowing'), then corrective action may be 
considered. 

It may then be decided to use Exchange Control not merely as a machin- 
ery of record, but as an instrument of policy: namely to prevent all direct 
net movements of short-term funds whether in-coming or out-going. This 
would leave the accumulation of bancor credits and debits as the sole 
vehicle of net short-term capital movements. They could then be taken 
as a reliable indicator of the degree of disequilibrium and could be made 
the basis of policy. Alternatively, if preventive control is not applied, 
corrective policy must be based upon all recorded short-term capital 
movements, not merely upon those which are effected through transfer in 
the books of the Clearing Union. 

The British proposals do not fully face this issue. By denying that 
Exchange Control, at least in the form of a machinery of record, is an 
essential element of the scheme, they make it virtually impossible to pursue 
an international policy for equilibrium in an economically relevant sense. 
And by suggesting certain rules and machinery to be brought into action 
in accordance with fluctuations of bancor balances, they tacitly assume 
the existence of Exchange Control, not merely as a machinery of record, 

? Or else, that they are lending short and borrowing long, or vice versa. 
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but as a machinery which prevents all direct short-term capital movements 
that distort the credits and debits in the Clearing. Without this assump- 
tion, the suggested measures of correction would be guided by an irrelevant 
indicator. 

It should be added, however, that, under the British Plan, the method 
and degree of Exchange Control is left entirely to the decision of each 
member State. No country, therefore, will be prevented from aiming at 
the particular kind of equilibrium which it desires. The failure to make 
the adoption of an agreed system of control an essential condition of 
membership means that no international policy for equilibrium will be 
possible unless a sufficient number of countries adopt such a system 
voluntarily. 


4. PRESSURE TOWARDS EQUILIBRIUM 


Let us assume, however, that the aggregate of controls over short-term 
capital movements exercised voluntarily by various member countries is 
large enough and effective enough to make bancor balances virtually the 
only vehicle of international (net) short-term capital movements. With this 
assumption, we can now consider the machinery through which the Plan 
proposes to maintain equilibrium. This machinery affects both surplus 
countries and deficit countries. The equilibrium aimed at is what we have 
called “equilibrium in the wider sense.’ The size of bancor debits and 
credits is taken as the measure of disequilibrium. 

Surplus countries are to be discouraged from accumulating excessive 
bancor credits through a fine of one per cent levied on all bancor credit 
balances in excess of one quarter of the country’s quota anda fine of two 
per cent on all balances in excess of one-half. In addition, when the 
credit balance exceeds one-half of the quota, there will be discussions 
with the Governing Board of the Union with a view to creating favour- 
able conditions for an expansion of the country’s imports and/or its 
long-term foreign lending, but no coercion. 

Deficit countries will pay similar fines of one per cent on all debit 
balances exceeding one-quarter of their quota and two per cent on alk 
balances exceeding one-half. In addition, they will have the right—but 
not the duty—to devalue their currency by five per cent,1 when their 
bancor debit has exceeded one-quarter of their quota on the average of 
two years. Asa condition of allowing a member State to increase its debit 
to a figure in excess of one-half of its quota, the Governing Board may 
require (i).a stated reduction in the value of the country’s currency; 
(ii) the control of outward capital movements; and (iii) a reduction of the 
debit by payment in gold or foreign exchange, if these are available. If 
three-quarters of the quota are exceeded, there may be a threat of 
expulsion. 

The fines, to be levied on excessive credit and debit balances alike, are 
recommended as ‘a significant indication that the system looks on exces- 
sive credit balances with as critical an eye as on excessive debit balances, 
each being, indeed, the inevitable concomitant of the other.’ They are 
payable in bancor, that is to say, a creditor country pays its fine by having 
its credit balance reduced; a debtor country pays it by having its debit 
balance increased. The fines, therefore, are discharged by a process of 


1 By more than 5% with the approval of the Board. 
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altering book entries; the economic effect upon the internal position of the 
countries concerned is nil, as long as the clearing continues to function.* 

Two main questions, arising out of these proposals, deserve considera- 
tion. (x) Are these fines, and the other stipulated conditions, powerful 
enough to exert pressure towards equilibrium, and (2) what are. the under- 
lying assumptions regarding the economic behaviour of countries which 
have led to the formulation of these proposals? 


5. EXPANSION versus CONTRACTION 


The Plan aims at more than mere equilibrium. It aims at equilibrium 
at a high level: ‘at the substitution of an expansionist, in place of a 
contractionist, pressure on world trade.’ If we assume that the fines to be 
imposed upon, and the persuasion to be applied to, excessive surplus 
countries will in fact induce such countries to balance their Current 
Account by increasing their imports, or to balance their Current and Long- 
term Capital Account, both taken together, by lending long their current 
surplus, then indeed an expansionist force would be introduced into 
world trade. But it must be borne in mind that the surplus countries 
may react in the opposite direction; instead of either importing more or 
lending more, they may prefer to export less. All assumptions as to the 
behaviour of countries in this situation are necessarily conjectural. But 
we shall see later, when discussing the American Currency Plan, that the 
major potential surplus country, the United States, definitely envisages 
a scheme under which disequilibrium would be overcome by a drastic 
rationing of exports of the surplus countries. 

In view of this American proposal, the fines which under the British 
Plan are to be imposed upon surplus countries must be viewed with a 
certain amount of doubt. They may help to achieve equilibrium, but will 
they exert an expansionist pressure? Not if the surplus countries react to 
them by cutting their exports, for then the result will be restriction and 
a contraction of world trade. 

Past experience, indeed, does not exclude the possibility that a surplus 
country, even when strongly pressed, might not react at all. Disequilibrium 
in international trade has in the majority of cases grown out of, or been ac- 
centuated by, economic failure within countries. In the case of the United 
States, for example, it has been found that the physical volume of imports 
moves exceedingly closely with the level of internal industrial production, 
and that this relationship has persisted in the face of tariff increases and 
decreases and even of violent currency derangements. The same applies 
to all industrial countries—mutatis mutandis—even to Hitler Germany, 
in spite of her restrictive controls. The power of internal factors, such as 
the level of employment or the ability to adjust the economic structure 
to changing conditions, appears to be so overwhelming that the suggested 
fines of one or two per cent must be considered unlikely to make much 
difference im either direction. 

Nor would it be wise to place much reliance upon the efficacy of per- 
suasive efforts emanating from an international authority. If the pressure 
of human demand (i.e. of social forces) within the country is not strong 
enough to lead to an expansion of effective demand, persuasion from out- 
side is not likely to do so either. This fundamental dilemma has received 


_ 7 It has no economic effect of its own, although it may—or may not—influence 
internal credit policy. 
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only one fleeting mention in the British proposals: ‘There is great force in 
the contention that, if active employment and ample purchasing power 
can be sustained in the main centres of world trade, the problem of 
surpluses and unwanted exports will largely disappear’ (par. 18). 

If it appears doubtful whether the treatment proposed for excessive 
surpluses will, in fact, lead to an expansion of world trade, it is almost 
certain that the treatment proposed for excessive debits will be a restric- 
tive force. Not that the fines themselves would prove burdensome. 
Whether the bancor debit balance is periodically written up by a very small 
fraction or not, has no repercussions upon the internal economy. But the 
fact that quotas are limited and that the fines themselves contribute to 
the exhaustion of quotas will tend to reduce international trade. Clearly, 
in theory it would serve the expansionist aim of the scheme best if the full 
demands of the deficit countries were allowed to become effective and to 
spread activity and employment in the rest of the world. The fines and 
other limitations imposed upon deficit countries may be unavoidable as 
long as ‘equilibrium,’ even at the cost of retrenchment, is the objective of 
international policy, and not expansion at any price. But they do introduce 
into the scheme the same restrictive element which existed under previous 
systems whenever a country was exhausting its international reserves. 

The rules and machinery of the British Plan may therefore be criticized 
for two reasons: (I) that the suggested pressure by means mainly of fines 
and persuasion is quantitatively and qualitatively too weak to exert any 
measurable influence; and (2) that the expansionist effect which a penal- 
ization of surpluses might have (on special assumptions) may easily be 
neutralized, if not overcompensated, by the restrictive effect of the regu- 
lations applying to deficit countries. 

Yet, even if these defects were not removed, the International Clearing 
Union might introduce into world trade a potentially expansionist element, 
though of a somewhat different and more limited kind than is supposed— 
and aimed at—by the authors of the Plan. It would do so simply by 
starting off every country with substantial initial reserves. 


6. INTERNATIONAL CURRENCY 


A bancor reserve—whether it is a bancor credit or a bancor overdraft 
facility—possesses the same international monetary qualities as a free gold 
reserve. 

The analogy with a national banking system, greatly emphasized in the 
Memorandum, is justified only as far as the creation of bancor quotas is 
concerned. They indeed, like bank credit, are created out of nothing. 
But once bancor quotas have been allotted and fixed, the analogy becomes 
confusing. The authors agree that ‘the accumulation of a credit balance 
with the Clearing Union would resemble the importation of gold in signify- 
ing that the country holding it is abstaining voluntarily from the immedi- 
ate use of purchasing power.’ But they go on to assert that this ‘would 
not involve, as would the importation of gold, the withdrawal of this 
purchasing power from circulation or the exercise of a deflationary and 
contractionist pressure on the whole world, including in the end the 
creditor country itself’ (par. 11). This statement is, to say the least, mis- 
leading. The importation of gold does not, by itself, lead to a withdrawal 

1 Also the fact that the risk of loss through depreciation is borne exclusively by 
the deficit countries. 
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of internal purchasing power in the gold exporting country; it may do so 
if gold is made the ‘basis’ of internal credit and money circulation; 
it may induce internal deflation. But so may the loss of bancor reserves. 
The international liquidity of a country is affected in precisely the same 
way when it exhausts its bancor reserve as when it exhausts its gold 
reserve. If it chooses to ‘base’ its internal credit policy on bancor, as, 
under the old gold standard, policy was based upon gold, then the defla- 
tionary effect, too, of a loss of bancor is precisely the same as that of a 
loss of gold. The great merit of the British Plan is that, by a mutual 
exchange of overdraft facilities, it restores the international liquidity of 
countries. It should not claim more than this. It should not claim (par. 
12) that it amounts to ‘the substitution of a credit mechanism in place of 
hoarding.’ It does not abolish international hoarding. On the contrary, 
it creates a new object for hoarding, bancor balances. 

Nor does the invention of bancor provide, as the authors claim, a 
means of control over unduly inflationary or deflationary tendencies in 
effective world demand. An increase or decrease in bancor quotas does 
not affect the volume of spending anywhere in the world. The very exist- 
ence of bancor credits and debits is merely an indication of international 
disequilibrium—of the fact, that is to say, that some nations finance a part 
of their imports (or of their long-term lending) by borrowing bancor. An 
increase in bancor quotas, therefore, means merely that the International 
Authority is prepared to tolerate a greater degree of international dis- 
equilibrium than before; a reduction of quotas means-that it wishes to 
reduce the degree of disequilibrium. But international disequilibrium 
is something quite different from an ‘unduly inflationary tendency in 
effective world demand.’ It may be accompanied by such a tendency; 
but it may equally well be accompanied by the opposite. The enforce- 
ment of a smaller degree of disequilibrium, also, is something different 
from exerting deflationary pressure; the adjustment may just as well be. 
effected by the surplus countries achieving internal expansion as by the 
deficit countries suffering internal contraction. 

The British Plan may, in fact, lead to an expansion of effective demand 
throughout the world; but it would do so, not by virtue of having provided 
a new instrument for its creation, but by virtue of the fact that it restores 
(initially) the international liquidity of all countries. A country with 
ample international reserves may feel more confident in the pursuit of an 
expansionist policy at home than without them. But it also may not. 
The United States before the war did not expand effective demand at 
home in spite of its vast international liquidity. Some other countries 
did, in spite of a high degree of international illiquidity. An ample pro- 
vision of international purchasing power may divert effective demand, as 
it 1s created within any one national economy, from home produced to 
foreign goods. But, by itself, it can neither create nor destroy demand. It 
is therefore neutral with regard to the trade cycle. 

Effective demand, in short, arises out of internal economic policy within 
the various national units. The British proposals claim too much when 
they suggest that it could be created (or destroyed) by the International 
Clearing Union. The type of ‘expansion’ which an international currency 
system may, in favourable circumstances, bring about is an increase in 
the share of international trade in total trade, meaning an increase in the 
international division of labour; an increase in the efficiency of employed 
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factors; an increase in welfare; but not an automatic increase in effective 
demand. 

Nevertheless, since all economic phenomena are interconnected, the Inter- 
national Clearing Union, through the confidence which its mere existence 
might inspire, may provide encouragement to countries already predis- 
posed towards an expansionist home policy. It may exercise its authority 
and powers of persuasion to induce under-employed countries to revise 
their internal monetary and budget policies. Working in conjunction 
with an International Investment Board (as will be recommended in a 
later article) it may assist in world expansion by supporting expansionist 
countries—through long-term loans and other methods which will be 
explained. But all this is very different from controlling the trade cycle 
by the simple expedient of increasing or decreasing the volume of inter- 
national money. 

The creation of bancor quotas, unlike the creation of gold, costs nothing; 
consequently, it produces no new incomes and no new spending. It cannot 
‘turn a stone into bread.’ It is only when bancor is created in payment for 
new gold which would not have been produced had the Clearing Union not 
been ready to buy it that the creation of bancor has an expansionist effect 
upon total effective world demand, because it induces (or makes possible) 
activities otherwise impossible. This expansionist force, however, was 
always present under the allegedly obsolete gold standard. 


7. CONCLUSION 


The above is not an exhaustive analysis of all the technical problems 
which arise out of the British proposals.1 The essence of the matter seems 
to be (1) that the Plan would create international liquidity on a generous 
scale—with all that this implies for the freedom and growth of inter- 
national trade, and (2) that the Plan is imbued with a spirit of expansion 
and is groping—though not very successfully—for ways and means to 
create an international monetary mechanism favourable for expansion. 
In comparison with these two basic issues, many smaller technical matters 
fade into insignificance. 

Even the question of voting power, under the British Plan, is a minor 
problem, since the Plan, on the whole, does ‘not wander from the inter- 
national terrain’ and limits the power of the international authority to 
recommendations, or ‘at the most to imposing conditions for the more 
extended enjoyment of the facilities which the Institution offers.’ The 
British proposals affect neither the freedom of internal economic policy 
of member States, nor their freedom to form groups amongst themselves 
or to settle trade practices by reciprocal trade agreements. They create a 
fully multilateral framework, within which foreign trade, regulated or 
unregulated, long-term or day-to-day, in bulk or en détail, subsidized or 
at internal market prices, can proceed without monetary impediment. 


II. AN INTERNATIONAL STABILIZATION FUND 


1. The ‘United States Proposal for a United and Associated Nations 
Stabilization Fund,’ like the British proposals, aims at ‘the creation of 
instrumentalities adequate to deal with the inevitable post-war monetary 

1 Further references to some of the more technical features of the Plan will be 
found in our discussion of the American proposals. 
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problems.’ The particular ‘instrumentality’ suggested is of a different 
technical character from that proposed by the British Treasury; but since 
the basic objective may be assumed to be the same it is possible to ‘trans- 
late’ the American technique into the British technique, and thus to show 
where the two proposals are similar and where they differ fundamentally. 

The Stabilization Fund would commence operations with a certain stock 
of currencies, member-State government securities, and gold. Its total 
assets would amount to ‘at least’ $2,500 million, composed of something. 
like $500 million in gold, $500 million in U.S. currency and securities, and 
$1,500 million in currencies and securities of other member States. These 
assets would have been collected from the various member States, each 
contributing-a specified amount which is equal to one-half of its quota, 
and composed as follows: 

124% of the quota in gold,? 
124% of the quota in local currency, and 
25°, of the quota in its own (i.e. government) securities. 

Member countries may be called upon to make further payments pro 
vata, for which, however, a four-fifths majority vote is necessary. The 
words pro rata seem to imply that any subsequent demands for finance 
made by the Fund must be made to all member countries equally, i.e. in 
proportion to their initially agreed quotas. With a four-fifths majority 
vote, it appears, the finance of the Fund may be expanded to any desired 
level. The following calculations are based upon the contributions actually 
laid down in the text of the plan, since no quantitative comparisons with 
the British Plan would be possible if it were taken for granted that in case 
of need the four-fifths majority vote necessary for an expansion of the 
Fund’s finances would be automatically forthcoming. Quotas are to be 
determined ‘by an agreed-upon formula’ which will ‘give due weight to 
the important factors relevant to the determination of quotas; for example, 
a country’s holdings of gold and foreign exchange, the magnitude of the 
fluctuations in its balance of international payments, and its national 
income.’ The formula may or may not differ considerably from the British 
formula (which is based on foreign trade turnover); its precise content has 
so far not been revealed. 

Each member State has the right ‘to purchase foreign exchange from 
the Fund with its local currency for the purpose of meeting an adverse 
balance of payments on current account’ (III. 4). But the Fund’s holdings 
of any one country’s currency must ‘not exceed during the first year? of 
the operation of the Fund the quota of that country,’ except upon approval 
of four-fifths of member votes. 

Let us attempt to ‘translate’ this into the language (and technique) of 
the British Plan: (1) Each country pays an entrance fee in gold, amount- 
ing to 124% of its quota. (z) It obtains an ‘ overdraft facility’ equal to 
87.5% of its quota.§ ‘Overdraft facilities’ under the American Plan, there- 

} Countries with low gold reserves may pay only 74% or 5% in gold and substitute 
local currency for the difference. 

* After the first year this limit may be exceeded as follows (III. 3. (b)) : ‘It shall not: 


exceed during the first two years 150% of such quota; and thereafter it shall not 
exceed 200% of such quota.’ 


* The figure of 87}% is arrived at as follows: The Fund’s holdings of any one 
currency must not exceed—during the first year—1oo0% of the country’s quota. 
Since the Fund begins operations with a holding of the currency amounting to 124% 
of the quota, it can buy an additional 874%. Countries that have initially con- 
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fore, are subject to a maximum limit as under the British Plan. (3) But 
there is also a maximum limit on surpluses. This limit is set, in the first 
place, by the amount of any one currency held by the Fund. How large 
is this amount? To start with, each country puts into the Fund local 
currency amounting to 124% (or in special cases 17}% or 20%) of its 
quota. But the supply of any currency may be increased by the Fund 
selling to the member country in question (a) all the gold the country has 
originally contributed by way of ‘entrance fee,’ and (0) all its government 
securities (III. 6). Thus, the total supply of any one currency in the Fund 
may be raised to a maximum of 50% of the country’s quota. Since it is 
provided, however, that the Fund’s holding of any one currency should 
not, if avoidable, fall below 15% of the country’s quota,} the practical 
maximum would appear to be 35% of the country’s quota. 

The normal case, therefore, would be this: no country may have a deficit 
exceeding 873% of its quota; and no country may have a surplus exceeding 
35% of its quota. If just under 30 %of all quotas belong to deficit countries 
and just over 70% to surplus countries and if deficits and surpluses happen 
to be distributed in exact proportion to the quotas of the various countries, 
deficits and surpluses would be equal at the level of $625 million. It is 
important to realize that if either the division of the world into deficit and 
surplus countries is different from the relation (measured by quotas) of 
(roughly) 30:70 or the actual distribution of deficits and surpluses is different 
from the distribution of quotas, the theoretical maximum of finance pos- 
sible under the American scheme falls below the figure of $625 million. 
(cf. Table II.) = 

Two things, therefore, are clear: (1) that there is a striking quantitative 
difference between the two schemes—a difference ranging on our table 
from 1:6 to 1:100; and (2) that there is a fundamental qualitative difference 
arising out of the fact that under the American scheme both individual 
surpluses and deficits are subject to a maximum limit, whereas under the 
British Plan only individual deficits are so limited, 

The quantitative difference is enhanced by the fact that membership 
in the Stabilization Fund can be obtained only upon, payment of an 
‘entrance fee’ in gold. The mew and additional purchasing power which 
deficit countries might, under the most favourable circumstances, obtain 
through the Fund is even less than that shown in Table II. It is difficult 
to believe that these amounts, of the order of {100 millions, would be 
likely to prove sufficient for dealing with the great disequilibria in balances 
of payments which must be expected in the post-war world. 

It must be noted, however, that this limitation of individual surpluses 
is not completely strict. (a) The reduction of the Fund’s holdings of any 
country’s currency below 15% of the country’s quota is declared to be 
undesirable but not specifically excluded (III. 6). (b) The Fund may also 
tributed to the Fund less than 12$% of their quota in gold and have substituted 
local currency for the difference have an overdraft facility of only 824% or 80% 
respectively. In the second and third year the overdraft facility of ‘normal’ countries 
increases to 137% and 1874% of their quotas. These increases, however, are not 
likely to become practical because, as will be shown, surpluses are limited at a muc2 
lower level, and aggregate deficits cannot exceed aggregate surpluses. 

+ Itis difficult to interpret this provision. The Fund’s holdings of any one currency 
will be below 15% from the very start, except in the case of countries that have not 
paid the full entrance fee in gold. The ‘normal’ country pays only 124% of its quota 


in local currency and will apparently immediately have to repurchase from the Fund 
some of the gold or securities which it had originally contributed. 
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augment its supply of scarce currencies by selling to surplus countries 
more gold than they had originally contributed; though there is no pro- 
vision in the scheme which would force member countries to accept it.1 
(c) “The Fund,’ furthermore, ‘shall make every effort to increase the supply 
of the scarce currency by acquiring that currency from the foreign balances 
of member countries’ (III. 7); (d) it shall also have the right to purchase 
(it is not stated how the Fund will make payment) all foreign exchange 
and gold which any country accumulates after joining the Fund (III. 8). 
None of these provisions is very helpful. The first two may somewhat 
increase the maximum surplus a country will be allowed to have; the third 
and fourth imply that the Fund shall collect from deficit countries all 
claims which they still hold against surplus countries and use them as pay- 
ment for export surpluses; all four are no more than temporary expedients. 

But there are further provisions in the American scheme by means of 
which a shortage of the currencies of surplus countries may be removed. 
(e) The Fund shall have the power ‘to issue its own obligations, and to 
discount or offer them for sale in member countries’ (III. 1). It appears 
that the Fund can do this upon a simple majority decision. (f) The Fund 
may also borrow the currency of any member country, although in this 
case, paradoxically, a four-fifths majority decision is required (III. 11). In 
addition (g), the Fund may sell, on a simple majority decision, any of the 
government securities in its possession, provided only that the buyer 
country approves (III. 12). Ifthese powers are widely and freely used, a 
shortage of any of the scarce currencies may never arise. It is not clear 
whether it is the intention of the authors of the plan that they should be 
freely used. But even if it is, the very use of these powers would always 
depend upon the willingness of surplus countries to supply more of their 
own currency. No one can know in advance whether (a) the Fund will use 
its powers and (b) any given surplus country will provide the needed 
currency. These provisions, consequently, do not alter the fact that under 
the American scheme there is a more or less rigid limit upon the size of 
surpluses which the Fund can finance out of its own power. They show a 
certain way of escape—how to prevent a collapse of the scheme by opening 
up new supplies of scarce currencies; but if the surplus countries in question 
are prepared to let the Fund make use of this way of escape, then it is 
difficult to see why the Fund should not be set up on a more generous basis 
in the first place, so that all members would know to what extent they 
could rely on finance for possible deficits. These provisions do not, there- 
fore, introduce an essentially new factor.? 

1 It may be thought that provision VI. 7 covers this point: ‘Each member country 
of the Fund undertakes . . . to adopt appropriate legislation or decrees to carry out 
its undertakings to the Fund and to facilitate the activities of the Fund.’ Yet there 
is no mention in the American memorandum of any undertaking by member coun- 
tries to buy gold, securities, or currencies from the Fund. ; 

2 There are also provisions under which the maximum limit on deficits may be 
removed. The Fund has the right ‘to lend to any member country its local currency 
frorn the Fund for one year or less up to 75% of the currency of that country held by 
the Fund, provided such loan is approved by four-fifths of member votes.’ If the 
intention of this provision is to reduce the Fund’s holdings of the currencies of deficit 
countries, so that the latter can purchase additional foreign exchange from the Fund 
against their local currency, it seems somewhat superfluous, since no more than a 
four-fifths vote is required in any case to enable the Fund to waive the maximum 
limit on deficits. If the intention is to enable the borrowing country to ‘utilize 
currency at home which would otherwise lie ‘dormant’ in the Fund, the underlying 
theory of money appears somewhat antiquated. 
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Nor do the authors of the American plan appear to have expected that 
a shortage of certain currencies in the Fund could always be avoided. If 
it arises, the scarce currencies are to be ‘apportioned’ with a view to 
‘satisfying the most urgent needs,’ the ‘special needs and resources: of 
the particular countries making the request for the scarce currency’ being 
taken into consideration. What exactly does this rationing of scarce 
currencies imply? 


2. CONSEQUENCES OF RATIONING 


Assume that Britain finds herself short of dollars and applies to the 
Fund for a certain quantity. She is informed that dollars are scarce and 
have to be apportioned. Let us suppose that only 50% of the demanded 
sum were allotted. The British authorities could then no longer satisfy all 
demands for dollars at home and would have to inform some British im- 
porters that their application for dollars cannot be granted. It is evident 
that this implies the introduction of a system of exchange rationing within 
Britain. A British importer who wanted to buy (say) American cotton 
would have to be told that he should try to obtain his cotton somewhere 
else. He may have to make his purchase in Brazil, although Brazilian 
prices and qualities may be non-competitive at the ruling rates of 
exchange. This is what American spokesmen in the past used to call 
‘discrimination.’ 

Another British importer may be able to show that by buying American 
cotton he can induce the American producer to place an order for certain 
cotton machinery in Britain, so that his importation of American cotton 
would not, in effect, absorb any of the scarce supply of dollars. In the 
interests of the British textile industry, which may prefer American 
cotton, and of the British export industry, which would like to get the 
American order for machinery, deals of this type would undoubtedly, 
sooner or later, be authorized. They used to be called ‘bilateral com- 
pensation.’ 

Being suddenly deprived of their normal raw material supply from the 
United States, the British textile industry might very well consider in 
what other country they could obtain a more reliable source of supply. 
They might find that any large increase in cotton purchases from Brazil 
would also make the Brazilian currency a ‘scarce’ currency subject to 
rationing by the Fund. In order to prevent this, they might persuade the 
British Government to conclude with Brazil a long-term compensation 
agreement, whereunder Britain would deliver coal to the Brazilian State 
Railways and obtain cotton in exchange. This type of inter-governmental 
compensation would undoubtedly, sooner or later, assume the form of a 
‘bilateral clearing arrangement.’ 

A decision by the Fund to ration dollars may make it impossible for 
merchants (and others) in Britain to obtain the dollars required to settle 
trade and other debts in the United States. Yet they would have enough 
of their own currency to do so. This would undoubtedly, sooner or 
later, lead to an arrangement, whereby the British debtor would discharge 
his debt by payment into an account opened in Britain for the foreign 
creditor. Accounts of this sort would be ‘blocked’ accounts, and a special 
rate of exchange, different from the official (‘free’) rate, would undoubtedly 


in due course emerge for them. This is what American spokesmen call 
multiple currency devices.’ 
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In short, the American proposal to ration scarce currencies, which 
arises inevitably out of the proposal to limit surpluses through the techni- 
cal set-up of a Stabilization Fund, is clearly incompatible not only with 
the traditional policy of the U.S. State Department, but also with the 
avowed purpose of the scheme, namely ‘to help eliminate bilateral ex- 
change clearing arrangements, multiple currency devices, and discrimina- 
tory foreign exchange practices.’ It leads straight into the mire of 
Bilateralism.? 


3. EXCHANGE CONTROL 


It is evident that the rationing of scarce currencies by the Fund neces- 
sitates the immediate introduction, in all deficit countries, of a system of 
complete exchange control. It should be noted, however, that such con- 
trols would have to be introduced even if there were no rationing of scarce 
currencies, as soon as any member State wished to obtain foreign exchange 
from the Fund. Member States have the right to buy foreign exchange 
against their home currency, if it is available in the Fund. But these 
purchases can be made only for one specified purpose: for settling ‘an 
adverse balance of payments on current account with the country whose 
currency is being demanded’ (III. 3). Only in ‘exceptional circumstances’ 
may the Fund ‘sell foreign exchange to a member country to facilitate 
transfer of capital, or repayment or adjustment of foreign debts,’ and then 
only with the approval of four-fifths of the member votes (III. 5). It will 
be observed that these provisions are extremely rigid. Foreign exchange 
can be obtained only for payments on Current Account and only for pay- 
ments to the particular country whose currency is being demanded. It is 
not clear whether the implied exclusion of all payments on Capital Account 
refers also to the contractual amortisation of old debts; nor is it clear how 
the repayment of recently contracted short-term debts is to be handled. 
All financing of trade between any two countries by means of the currency 
of a third country, apparently, must cease. Foreign exchange will be 
available even to surplus countries, provided they have a bilateral deficit 
with one particular country, thus enabling them to draw on the limited 


1 The Fund is ‘to act as a clearing house for the settling of international movements 
of balances’ (III. 1). Yet all special provisions seem to apply only to the sale, by the 
Fund, of foreign exchange against home currency. What is the position if Australia, 
for instance, has a surplus in her trade with Britain and a deficit .a her trade with 
the United States, and wishes to exchange pounds for dollars? It appears that she 
would have the right to do so via the Fund only when at least two conditions are 
fulfilled: (1) that dollars are not a scarce currency subject to rationing, and (2) that 
the Fund’s holdings of pounds are not already excessive. How is Australia to know 
whether or not these conditions are given? Her traders may acquire pounds and the 
Australian Central Bank may subsequently be unable to convert them into dollars. 
These pounds must necessarily become ‘blocked,’ or sold outside the Fund at a 
depreciated rate. ee 

Assume, however, that the Fund decides, upon a four-fifth majority vote, to allow 
Bricain to exceed her quota. Britain has then to pay a charge of 1% on the Fund’s 
excess holdings of pounds. This charge is payable in gold. But Britain is not likely 
to possess any gold. She was allowed to buy foreign currency from the Fund only on 
the condition that she was not, at the same time, purchasing gold or exporting capital. 
If she entered the Fund without a gold reserve, the very fact that she has been using 
her ‘overdraft facilities’ (purchase of foreign currency against home currency) means 
that she has not been accumulating new gold reserves. The British Plan also imposes 
a charge on excessive debit balances. But this charge is not payable in gold; it is 
merely added to the bancor debit. 
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resources of the Fund while they are actually exporting capital. It is 
difficult to believe that the authors have intended what they propose. 

However that may be, an attempt to distinguish between payments on 
Current Account and payments on Capital Account can be successful 
only with an elaborate and universal system of exchange control. It is 
impossible to tell of any piece of merchandise that crosses the frontier 
whether, in the global balance of trade, it serves as payment for imports 
or as an investment of capital abroad. Nor is it possible to decide, from 
looking at one particular transaction, whether it leads to any net indebted- 
ness. A country which lengthens the terms of credit granted in connection 
with its exports is exporting capital, and one which lengthens the 
terms of credit used in connection with its imports is importing capital. 
It is only when a country’s total International Balance of Payments over 
a period of time is analysed that, in the absence of control, an ex-post 
judgement can be formed as to whether it has been importing or exporting 
capital. Its export surplus is equal to its net foreign lending and its 
import surplus is equal to its net borrowing abroad. How is the Fund to 
know the position when applications for foreign exchange are made? 

Exchange control of the most rigid kind is also necessary under the 
American Plan to prevent one country from purchasing a desired foreign 
currency via a third country. Under the British Plan all these extreme 
complications do not arise. Bancor overdrafts are available for all pur- 
poses (although we have recommended above that short-term capital 
movements should be controlled), whether Current Account or Capital 
Account payments. Only after a country has exhausted more than one- 
half of its quota may it be requested by the Clearing Union to prohibit 
further outward flows of capital. No obstacles are laid in the way of a 
country discharging or adjusting its old debts. 

And yet, although the working of the American Plan is unthinkable 
without a complete and rigid system of exchange control, the Plan 
contains a general provision against such control and an insistent exhorta- 
tion to all countries practising it at present to give it up. It is difficult to 
determine how much power the Fund will have to force member countries 
to abandon exchange control. On the one hand it is laid down that ‘each 
member country of the Fund undertakes . . . to abandon, as soonas the 
member country decides that conditions permit, all restrictions and controls 
over foreign exchange transactions (other than those involving capital 
transfers) with other member countries,’ from which it would appear that 
the decision is left with the member country. On the other hand, there is 
a general clause that all member countries undertake ‘to co-operate 
effectively’ and that ‘co-operation shall include, upon recommendation by 
the Fund, measures that can appropriately be taken,’ amongst which are 
included (VI. 3. (c)) ‘such other measures as the Fund shall recommend.’ 
It seems that the Fund can make such ‘recommendations’ upon a simple 
majority vote, and that they have a binding character. While this point 
may be considered doubtful, it is specifically stated that member countries 
‘must not impose any additional restrictions without the approval of the 
Fund.’ This raises a very important issue. 


4. STABILITY OF EXCHANGE RaTES 


The primary purpose of the Fund appears to be (as stated in I.z) ‘to 
stabilize the foreign exchange rates of the currencies of the United Nations 
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and nations associated with them.’ With this object in view, ‘each mem- 
ber country of the Fund undertakes . . . to maintain by appropriate 
action exchange rates established by the Fund on the currencies of other 
countries.’ This may be taken to mean that it also undertakes to maintain 
its own exchange rates. But what is ‘appropriate action’? The country 
must not impose exchange control, nor conclude bilateral agreements, nor 
indulge in multiple currency devices, nor practise discrimination in its 
sales and purchases. Whether it is allowed to alter or introduce tariffs, 
quotas, or subsidies is not stated. What, then, is.an appropriate action 
to keep exchange rates stable if a country incurs a deficit in its current 
balance of international payments? Is the only appropriate action to be 
a reduction of wages, a curtailment of credit, and a general reduction in 
the level of employment at home? The authors of the Plan demand 
action, but they do not specify what should be done. If they have in mind 
the restoration of equilibrium and the maintenance of fixed rates of 
exchange by means of internal deflation, then the American scheme 
amounts to the resurrection of the old gold standard in its most rigid form. 
Then no country joining the scheme will be able to pursue a full employ- 
ment policy at home unless the rest of the world happens to follow the 
same policy at the same time. 

If there are internal changes in demand and supply schedules, in pro- 
ductive efficiency, and in the level of effective demand, the effect of such 
changes upon the foreign balance of a country must be taken care of by 
one means or another. If they are not taken care of by an adjustment of 
exchange rates, two ways are open, one short-term and one long-term: 
the lack of balance can be financed out of the country’s international 
reserves, or it can be overcome by exchange control, tariffs, export sub- 
sidies, quotas, and the like. If a country has neither the right to alter the 
rates of exchange, nor the right to achieve some kind of international 
balance by means of exchange control, etc.; if furthermore the country 
possesses no sizeable reserve funds out of which to finance temporary 
deficits, it is forced into an impossible situation out of which there are 
only two ways of escape: either internal deflation, or a breaking away 
from the international scheme. It appears that the American proposals, 
which do not even supply generous reserve funds to all countries, leave 
no other choice. 

The British Plan, too, aims at a certain stability of exchange rates. But 
it recognizes that, in a world full of continuous change, there can be 
rigidity in one point only by allowing elasticity in another. Thus, while 
it recommends medium-term stability of exchange rates, it at the same 
time provides an element of elasticity through ample international re- 
serves and, in addition, leaves every national economy with the fullest 
liberty to arrange the other relevant factors as it pleases. There are good 
reasons for singling out exchange rates as a factor of stability. It is of 
great convenience to importers, exporters, creditors, and debtors to know 
how much their foreign claims or debts are worth in local currency, 
although a well-organized market for futures could probably achieve the 
same result. : 

It has often been questioned whether it would not be best to leave 
exchange dealings entirely free (except for some form of control over short- 
term capital movements), and to leave it to changing rates of exchange 
to achieve an ‘equilibrium position’ as between the various countries. 
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The difficulty is that there may be no equilibrium position at all. If the 
elasticity of foreign demand for a country’s exports is small, devaluation 
of its currency may not reduce its deficit but, on the contrary, increase it. 
The effect of devaluation on the trade balance is frequently unpredict- 
able. Only one thing is generally predictable: namely that devaluation 
is likely to result in a deterioration of the country’s terms of trade. This 
deterioration may or may not outweigh the resulting physical increase 
in exports and physical reduction of imports. There are good arguments, 
therefore, in favour of a medium-term stability of exchange rates, and the 
British proposals appear to have taken the correct course in compensating 
the restriction of national sovereignty in this field by granting full 
national economic sovereignty in all others; by considering exchange 
rates a matter of international concern and considering exchange 
control, tariffs, quotas, and the like a matter of national concern. The 
latter, of course, may be regulated by Trade Agreements between indi- 
vidual nations as hitherto. 

In the case of a chronic surplus country, too, there can be no certainty 
that an appreciation of its currency will abolish the surplus. It may lead 
to such an improvement in the terms of trade that the surplus becomes 
even larger than before. This dilemma may have been in the minds of 
the authors of the American proposals, when they suggested that scarce 
currencies should be rationed by the Fund. We have shown, however, 
that such rationing must inevitably lead to a disintegration of the world 
system into bilateral arrangements and so forth. Ifa rationing of exports 
is the only way out of a chronic position of disequilibrium, such rationing 
should be done by the surplus country itself, and not by the International 
Authority. It may be that the authors of the Plan wished to transfer the 
responsibility for a rationing of the exports of a chronic surplus country 
from the national government to an international authority. This might 
give the national government a better chance to resist the pressure of the 
exporting interests at home. If that is so, they have sought to simplify 
the internal problem of surplus countries at the expense of making any 
international system extremely clumsy, if not unworkable. 


5. GOLD AND ‘UNITAS’ 


Not until a clear answer is given as to what is meant by ‘appropriate 
action’ for the maintenance of exchange rates can it be decided whether 
or not the American Scheme is equivalent to the resurrection of the old 
gold standard with all its inherent limitations. The place of gold in the 
American Plan is, in this connection, of no decisive importance. 

Both the British and the American proposals use a given weight of gold as 
an international unit of account, so as to be able to express all currencies 
in terms of a common denominator. But that in itself does not mean 
that gold, in either scheme, is a ‘governing factor.’ 

Although the future price of gold is firmly laid down in the American 
memorandum, while it is left open in the British, it can be shown that the 
position of gold would be far more secure under the latter than under the 
former. The Clearing Union would accept unlimited quantities of gold 
and pay for it in newly created bancor, irrespective of whether any one 
individual country is prepared to purchase the metal at the official price. 
The Stabilization Fund, on the other hand, could buy gold (and pay for 
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it with ‘Unitas’ deposits) only if it were certain that it could at any time 
re-sell the gold to the surplus countries. 

How else could the Fund be certain that it would be able to honour its 
‘Unitas’ obligations? Unitas deposits are ‘redeemable in gold or in the 
currency of any member country at the rate established by the Fund’ 
(IV. 3). Yet the Fund possesses only strictly limited amounts of the cur- 
rencies of member countries, so limited, in fact, that the rationing of 
scarce currencies had to be envisaged. Since ‘the Fund shall maintain a 
100% reserve in gold against all Unitas deposits,’ but not a 100 % reserve 
in actual currencies, these deposits cannot be freely redeemable in the 
currency of any member country, but only in gold. Ifthe country whose 
currency is being demanded by the holder of a Unitas deposit is willing to 
buy gold from the Fund, all is well, But if it is not, the Fund may have to 
default on its obligation. In these circumstances it is difficult to see why 
any gold producer should ever deposit his gold with the Fund, since the 
only service the Fund can perform is to hoard it and to return it on 
demand. 

The British Plan suggests something like a world valorization scheme 
for gold. Even if no single country is prepared to purchase the metal, 
there will be an assured market for the gold producer (and even for the 
owners of old gold): the Clearing Union. It may be considered question- 
able whether the stabilization of the price of gold should be the concern 
of international policy. ‘Awuri sacra fames’ has, in the words of Lord 
Keynes, ‘become part of the apparatus of conservativism and is one of the 
matters which we cannot expect to see handled without prejudice’ (A 
Treatise on Money, vol. ii, p. 291). There may be good reasons for main- 
taining the present price of gold for the time being so that gold producers 
are given a chance to liquidate their activities without undue haste. Parts 
of the British Empire and the United States are to-day the only countries 
with a major vested interest in the gold price. Nothing should prevent 
them (and any other country that might be interested) from maintaining 
the present position by agreements amongst themselves. But it is hardly 
fair to foist a vested interest in gold on other countries as well and to 
make this a condition for membership in the Clearing Union. It may be 
felt that the time has come when the world can make better use of its 
scarce productive resources than to devote annually $1,500 million of its 
real wealth to the laborious production of a monetary token. 

It might be objected that the British proposals leave the way open for 
a devaluation of gold in the future, since they assure us that ‘the value of 
bancor in terms of gold’ (which means: the price of gold in terms of bancor) 
‘is fixed but not unalterably.’ But it is doubtful whether, once the Clear- 
ing Union has started to purchase gold, it can ever subsequently reduce 
the gold price. Such a reduction would immediately reduce the value of 
its own gold fund, and would leave the Union with a bancor deficit. Not 
that this could impair the Union’s ability to discharge its functions; but 
orthodox finance will conclude that a ‘loss’ carried in the books of the 
Union impairs the value of bancor, and the very value and international 
acceptability of bancor depends upon the confidence with which it is 
regarded. : ; ; : 

However this may be, the British Plan certainly achieves its object of 
providing new and additional security to the producers and owners of 
gold, which may bea merit or a fault of the scheme. Not so the American 
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Plan. It adds nothing to the present position. The price of gold under 
the American Plan will continue to depend, as it has done during the last 
twelve years, upon the willingness and ability of the United States to 
purchase the major part of the world’s current gold production. 


6. ABNORMAL WAR BALANCES 

Both schemes contain provisions as to how the problem of abnormal war 
balances might be solved. Space does not allow us to go into the intricate 
technicalities of the American proposal. But it is evident that the Ameri- 
can scheme cannot touch more than, at best, a fringe of the problem, 
whereas the British scheme may solve it without great difficulty. 

If abnormal war balances are liquidated by a flow of additional exports 
from the debtor to the creditor country, no special problem arises. The 
question is whether the creditor country can be given international pur- 
chasing power wherewith to purchase anywhere in the world and not only 
in the debtor country, and whether this can be done without unduly 
burdening the reserves of the debtor country. Under the British Plan, 
the Clearing Union can purchase abnormal war balances in the same way 
as it can buy gold: simply by creating new bancor deposits. An arrange- 
ment can then be made with the debtor country whereunder it redeems 
its debt to the Union by bancor payments over a number of years. Mean- 
while the creditor can buy without the debtor being obliged to pay. 

No such mechanism is at the disposal of the Stabilization Fund. The 
Fund can buy these balances only by drawing upon the strictly limited 
means of payment which it has under its control. It cannot create any 
new means of payment, neither for the purchase of war balances nor for 
the purchase of gold. Since, as we have seen, the amounts of some curren- 
cies in the hands of the Fund are unlikely even to cover the normal needs 
of trade, it can be taken as certain that the Fund will have practically 
no currencies (such as are in demand) available to purchase war balances. 
Even if it had, it is doubtful whether the particular arrangements suggest- 
ed under the American scheme would appear very attractive for either 
creditor or debtor. 


7, CONCLUSION 


The American Plan does not seem to offer a workable system. Its 
principal defect is a quantitative one. But even if the Stabilization Fund 
were considerably enlarged, there would remain the difficulty that the 
Stabilization Fund technique itself imposes a more or less rigid maximum 
limit upon individual surpluses! Any scheme that sets a narrow limit 
to surpluses without envisaging outright confiscation of excess balances 
sooner or later forces the deficit countries into an abandonment of the 
scheme. Thus the American proposals are self-defeating. As they stand, 
they do not offer an attractive alternative to the British Plan. 

It is not claimed that the above offers more than a rough and fragment- 
ary sketch of the implications of the American proposals. Many of the 
Plan’s provisions are somewhat difficult to decipher in their significance, 
and the authors of the memorandum have done little to explain what 


1 Unless surplus countries allow the Fund to use freely the powers discussed on 
page 21 above, or a pro rata increase of member countries’ contributions to the Fund 


takes place—upon a four-fifths majority vote—whenever any one single currency 
threatens to become ‘scarce.’ 
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motives have led them to their specific recommendations. It may not be 
unfair to suggest that they themselves were perhaps not always aware of 
the technical and economic consequences of their own scheme. 


E. F. SCHUMACHER 


INTERNATIONAL CLEARING AND LONG-TERM LENDING 


I. ‘EQUILIBRIUM’ RECONSIDERED 


Both the British and the American Currency Plans are based upon 
the idea of ‘equilibrium.’ They attempt to do more than create a mechan- 
ism by which every country could be ‘started off’ after the war: they aim 
at creating rules and machinery through which, after a start has been 
made, each country would be ‘kept in balance’ with the rest of the world. 
Neither of them succeeds in giving more than a purely formal definition 
of ‘equilibrium,’ a definition which, as we have seen, is not necessarily 
economically relevant. 

It may be questioned whether the very concept of equilibrium is suf- 
ficiently precise and significant to be introduced at this level at all. There 
is no merit in a general policy aiming at Current Account equilibrium for all 
countries, because different countries are at different stages of economic 
development, and a regular flow of investment from the more highly 
developed to the more backward regions of the world may redound to the 
benefit of all. This is implicitly recognized in both schemes, since they 
are both to be supplemented by proposals for an International Investment 
Board. 

Is there, then, any merit in a general policy aiming at what we have 
called ‘unbalanced equilibrium,’ i.e. at balance in the Current Account and 
Long-term Capital Account taken together? There is, indeed, a strong 
case for it, if ‘disequilibrium’ destroys the international liquidity of the 
deficit country. If liquid reserves are a limited quantity, as they are under 
the British and American schemes, no less than under a Gold Standard, 
‘disequilibrium’ means that the surplus countries are draining off the 
reserves of the deficit countries; improving their own international liquidity 
at the expense of the liquidity of their neighbours; and producing a situation 
which, if continued for long, must lead to restrictive and discriminatory 
trade practices. Any scheme operating with limited reserve funds neces- 
sitates a policy which aims at ‘equilibrium’ of one form or another. 

A policy of equilibrium can, theoretically, proceed in two ways: by 
exerting pressure upon surplus countries to buy more and/or to sell less, 
or by exerting pressure upon deficit countries to sell more and/or to buy 
less. The net result may be an expansion of international trade, or a 
contraction, or indeed the achievement of equilibrium without a change in 
volume. As has been shown in the preceding article, however, there is 
little reason to believe that any international machinery aiming at - 
equilibrium as such would be able, in actual practice, to attain its end 
without ‘equilibrating downwards.’ It would tend to be restrictive in two 
ways: by inducing the surplus countries to ration their exports and by 
inducing the deficit countries to ration their imports. 

If, therefore, the supreme aim of a new international system anda new 
international policy is to be expansion rather than contraction—expansion 
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in the sense of a promotion of the international division of labour and also 
of an increase of effective demand in all countries—it may be worth while 
to consider whether the dangers of disequilibrium, which consist of the 
resulting illiquidity of the deficit countries, could not be overcome by 
other means. 

This can be done only if a mechanism is created whereby countries can 
have any surpluses they may like, but will not, by ‘hoarding’ their sur- 
pluses, endanger or ruin the international liquidity of others. In other 
words, it can be done only if reserve funds are not strictly limited. 

The simplest solution, which is meant not as a proposal but merely as 
an illustration, would be to adopt the British Plan, but to abandon the 
concept of quotas. The International Clearing Union would then be a 
purely formal institution with no influence upon member countries, its 
function being merely to settle the ultimate outstanding balances between 
Central Banks. It would not aim at ‘equilibrium’ of any kind; it would 
not be concerned with the size of balances to be settled; it would merely 
keep the big ledger in which is recorded how much some nations owe to 
others. The absence of a rigid maximum to credit or debit balances would 
not, as is explained in the British Memorandum, ‘impose on any member 
State . . . an unlimited liability outside its own control.’ The liability 
of an individual member would be determined by its own policy in con- 
trolling its balance of payments. While ‘equilibrium’ would thus cease 
to be the concern of international policy, no individual member State 
would be prevented from determining for itself to what extent it wished 
to allow its Current Account to be unbalanced. The very concept of 
liquidity would lose its international significance. 

The principal objection against this scheme would be that it might 
invite abuse. A country with a high degree of internal economic planning 
might ‘exploit’ other countries the governments of which do not possess 
an equal degree of control over their own nationals. Such a country 
might aim, for instance, at a drastic over-valuation of its own currency, 
thus being able to pay highly attractive prices for its imports and making 
its (potential) exports inordinately dear to the foreigner. Even if 
the Clearing Union should then, at a certain point, make further increases 
in the debit balance conditional upon ‘a stated reduction in the value of 
the member’s currency,’ as is envisaged under the British Plan, a highly 
organized economy could easily offset the effect of such a reduction by 
internal measures. The uneven development of government control in 
the various countries might, therefore, make a system of unlimited over- 
draft facilities unworkable. A force towards expansion it might be, but 
expansion might take a hectic and ultimately disruptive character. Com- 
petitive appreciations of national currencies are precisely as undesirable 
as competitive devaluations. 


2. AN AMENDED PLAN—CLEARING AND LENDING COMBINED 


A compromise solution appears indicated. This would aim at the follow- 
ing: (1) To make it possible for any country desiring to have an export 
surplus to hoard unlimited amounts of gold or bancor, without incurring 
fines or pressure of any kind and without being burdened with any undue 
risks; (2) to safeguard countries needing an import surplus for purposes 
of reconstruction, readjustment, and industrialization against any long- 
term deterioration of their international liquidity; and (3) to provide an 
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instrument for international policy by means of which help can be given 
to countries which cannot be included under (2) to maintain a long-term 
balance in their Current Account. 

The concept of equilibrium as an object of international policy would be 
partly abandoned, though not wholly. Current Account equilibrium would 
be demanded from, and (as will be shown) promoted for, those countries 
that have reached a sufficiently advanced level of development to make 
this a rational policy. But no advanced country would be prevented 
from accumulating export surpluses, no matter how large they might be. 
At the present stage of world development any discouragement of sur- 
pluses would only slow down the advancement of under-developed regions. 

These objectives may be reached by the following modification of the 
British Plan. The quotas in this Plan are reduced to, say, 50% (instead 
of 75%) of annual foreign trade turnover and the system of fines on 
creditor and debtor is abolished. To the International Clearing there is 
attached an International Investment Board which decides the amount 
of long-term loans which might be granted to deficit countries that 
have used up more than a quarter of their quota. Two cases must here 
be distinguished: (a) deficit countries in the course of industrialization, 
reconstruction, or readjustment (‘A’ countries) ; (b) countries whose deficit 
in the current balance of payment is due to other reasons (‘B’ countries). 

Let us consider first the case of ‘A’ countries The Board advances 
long-term bancor loans out of newly created bancor at an interest rate of, 
say, 3% per annum. When the loan is granted an ‘investment account’ 
is opened for the borrowing country, in addition to its normal account in 
the International Clearing. The loan is credited to the ‘normal account’ 
and debited to the ‘investment account.’ When the loan has been spent 
the balance on normal account will have fallen to its previous level; the 
balances of other countries on their normal account will have pro tanto 
increased (i.e. credit balances will have increased or debit balances dimin- 
ished); and the debt on ‘investment account’ of the debtor country will, 
of course, be unchanged. Amortisation payments are debited to the 
‘normal account’ of the debtor country and credited to its ‘investment 
account.’ Interest payments are also debited to the ‘normal account’ of 
the country concerned, and an equal amount is credited to the Clearing 
Accounts of all creditor countries, proportionately to their average credit 
balances in the Clearing during the year. If the ‘industrializing country,’ 
in spite of the loans it has received, exhausts a half of its quota, it will be 
subject to the same measures that are applied in such circumstances to 
countries whose deficit in the Clearing Account is not due to industrializa- 
tion (‘B’ countries). 


3. ASSISTANCE FOR EQUILIBRIUM 


If the debit balance of a country exceeds half its quota but the deficit 
cannot be attributed to industrialization, etc., a depreciation of its cur- 
rency may be required from it as provided under the British Plan. But 
devaluation, as is generally known, may not improve a country’s balance 
of trade, if both the elasticity of demand for its exports or the 
elasticity of its demand for imports are less than unity. To provide 
against this eventuality the British Plan proposes to exert some pressure 
on surplus countries. But it is unlikely that the suggested fines of one 
or two per cent on excessive credit balances will do the job. It is there- 
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fore proposed under the British Plan that when the credit balance of 
a country reaches half its quota various other measures should be taken 
to stop its further increase (such as an expansion of effective demand at 
home, an appreciation of the currency, a reduction of tariffs, etc.). But 
such measures are only recommended to the surplus country, the ultimate 
decision remaining in its own hands. 

To overcome this difficulty we propose to give to the International 
Investment Board an additional weapon to eliminate the deficit of ‘B’ 
countries. The Board should have the power to direct borrowers receiving 
development loans to use them fully or partly for increasing their imports 
from specified ‘B’ countries. If, for instance, Poland received a develop- 
ment loan it might be directed to buy all machinery in the U.K., thereby 
relieving the balance of trade of the latter instead of increasing the trade 
surplus of third countries. If the total rate of international long-term 
lending is sufficiently high, this would provide the International In- 
vestment Board with an adequate masse de manoeuvre to cope with any 
difficulties arising in the balances of payments of member countries. 
The remedy for the U.K. having an adverse balance of trade on account 
of an excess of imports of food and raw materials over exports of 
manufactured goods would be for the Board to grant sufficient long- 
term loans to, say, China, and direct the latter to purchase equipment in 
Britain. 

In this way international investment may be used for the purpose of 
maintaining Current Account equilibrium for those countries which can 
afford to pay for what they need and may not themselves desire to be- 
come indebted to the rest of the world. Both the British and the American 
Plans envisage the creation of two separate agencies: one for ‘current 
trade’ and one for ‘investment.’ Only by combining both into one orgari- 
zation can a satisfactory solution be found for the problems of both. 

If investment decisions have to be taken by an International Authority, 
there arises, of course, a political problem of the first magnitude. The 
mainly administrative functions to be discharged by the Board of the 
International Clearing Union are, relatively speaking, politically neutral. 
But investment decisions, and decisions directing a borrower to make 
his purchases in one particular country, involve a high degree of political 
responsibility. It should be noted, however, that the existence of the 
International Investment Board would not exclude private or inter- 
governmental foreign long-term lending. This would be prohibited, as 
under the British Plan, only if the lender country had exhausted one-half 
of its bancor quota.! Thus the International Investment Board would not 
have a monopoly of foreign lending. Its activities would be additional and 
“leas death to other types of long-term lending as they have existed 

itherto. 


4. CONCLUSION 
apes proposed amei:dment to the British Plan amounts, therefore, to 
is: 
(a) An orderly supply of purchasing power to deficit countries through 
long-term lending by the International Investment Board is made possible; 


_ 1 Foreign short-term (net) lending must in general be eliminated, as was suggested 
in the preceding article (cf. p. 12), 
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neither the British nor the American Plan has as yet tackled this decisive 
question. 

_ (0) The question of long-term lending is separated from, and made 
independent of, the liquidity wishes of surplus countries. Surplus coun- 
tries may accumulate any credit balances they like; they are even given 
some inducement to do so by being enabled to earn interest on accumu- 
lated balances. 

(c) To meet the special conditions of some deficit countries, the granting 
of development loans may be made conditional upon the loan money 
being used wholly or partly for additional purchases from these deficit 
countries. Such apportionment of development loan purchases away 
from surplus countries and towards certain deficit countries may be 
regarded as interfering with the free play of market forces, but in this 
respect it would not differ from tariffs, quotas, and other established 
techniques of control, and it would be applied only if other means of 
restoring equilibrium are likely to fail. This apportionment of exports 
differs from the formally similar idea of export rationing proposed in 
the American Plan; the latter rations a given volume of exports and is 
neither expansionist nor multi-lateral in character, while our scheme 
applies the apportionment principle only to additional demand generated 
by development loans, and aims simultaneously at providing ‘unbalanced 
equilibrium’ for developing countries, liquidity for surplus countries, and 
Current Account equilibrium for mature deficit countries. 


‘M. KALECKI 
E. F. SCHUMACHER 


THE FOREIGN BALANCE AND FULL EMPLOYMENT 


This article investigates further the question of how any single country 
can be enabled to maintain stability at full employment in a world system 
in which unemployment or inflation exists in other countries. Disequili- 
bria in the balances of payment arise not only out of changes of data (e.g. 
changes of taste or technique, crop failures, etc.) or monetary maladjust- 
ments but also out of a loss of internal balance, i.e. unemployment or 
overemployment, in the constituent members of the world economic 


system.1 


1 The classical doctrine of foreign trade was based on the assumption that full 
employment and effective demand in the system as a whole were maintained, and 
merely investigated how the disturbance of equilibrium of the trade between them 
reacted (a) on the division of labour and (b) on the distribution between the two 
countries of the (given total) volume of effective demand. It also assumed perfect 
competition both internally and internationally (cf. Mrs. J. Robinson, Essays in the 
Theory of Employment, on the implications of modern theory in this field). Our 
approach is radically different from that taken by most—especially American— 
critics of the currency plans. Both the British and the Canadian proposals emphasize 
the fact that the surplus of any country is ultimately decided by that country uni- 
laterally. Yet the main point of attack was directed against the possible ‘unlimited’ 
obligations which the British plan imposes on the creditor. It must be admitted — 
(cf. below, p. 38) that a deliberate inflationist policy of a country or a refusal by a 
country to adjust her internal affairs in order to balance her international payments, 
can impose burdens on other countries (i.e. diminish their real income or generate 
inflation). Except in the immediate post-war period this is not the problem the world 
will in all probability be faced with. The orthodox critics in their insistence on the 
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Unemployment will spread from a country suffering from a crisis in two 
ways. There will be increased pressure on its industries to compete at 
home and abroad with the industries of all other countries. And there 
will be a slump in the purchases of the depressed nation from the rest of 
the world. The resulting improvement in the balance of trade of the 
depressed country will cause a deterioration in the balances’ of payment 
of other countries trying to maintain full employment. A satisfactory 
solution of the problem must secure: (a) that a country whose deficit is 
due solely to the slump abroad, should be able to continue its policy of 
full employment irrespective of the slump abroad; (0) that no restrictive 
measures should be taken by that country to improve its balance of pay- 
ments as this would further react on the depressed country and so start 
a spiral of competitive retaliation. ; 

In the previous article it was shown that the proposed International 
Clearing Union could be amended in such a way that the automatic 
generation of depressive tendencies is avoided. The amendment proposes 
the financing of additional exports from ‘mature’ deficit countries by 
granting international loans to countries which are in need of capital 
development. In this way additional world demand is created which per- 
mits the restoration of the equilibrium in the balance of payment of fully 
employed countries without causing a depressive effect on other 
countries.+ 


THE PROBLEM OF INTERNAL READJUSTMENT 


We must now consider the problem of internal readjustment in the 
deficit countries to facilitate the working of the scheme. 

It has been assumed that some countries attempt to maintain full 
employment, and to offset by internal measures any variation in their 
foreign balance due to cyclical causes abroad. This means that if there 
is a crisis abroad they will have to increase home consumption or invest- 
ment to offset the reduction in total demand which arises out of the 
decline in the foreign balance. This will result in a deficit in their balance 
of payments. Once the scheme to wipe out this deficit comes into opera- 
tion they will have to expand their exports again, and home demand will 
have to be reduced accordingly.? 


Two cases must be distinguished here. (a) The direction of purchases 
of the loan receiving countries towards the mature deficit countries may 


necessity of ‘discipline’ and ‘self-imposed limitations’ in international economic re- 
lations are already oblivious of the lessons of the 1930’s. Protective economic 
policies are no doubt inimical to maximum real income. But they will always be 
preferred to general bankruptcy and mass-unemployment. ? 

* Exporters in surplus countries are likely to argue that this scheme implies ‘dis- 
crimination’ against them because the ‘borrowing’ countries would be forced to spend 
their loans in specified ‘deficit’ countries. They may argue that the ‘surplus’ coun- 
tries could have even further increased their ‘surplus’—i.e. the sales of their exporters 
—had the loan been made to the ‘borrowing’ country without this restriction. “The 
fact that the exports from the ‘deficit’ to the ‘borrowing’ countries are additional and 
balancing in character may not diminish the hostility of the exporters in the creditor 
countries who are not interested in total world equilibrium as such, but merely in 
their own prospects. 

* If the scheme is in operation, the time lag between the fall in exports due to the 
depression and the increase in exports under the scheme might be so small that the 
intermediary steps to counteract the fall of external demand might become unneces- 
sary. There would then be no need for a re-deflation of hame demand. 
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be necessitated mainly by the existing imperfections of foreign markets 
(consumers preference, product differentiation, etc.) or economies of scale 
once exports pass a certain level (transport costs, etc.). The proposed 
diversion of purchasing power would fully solve the problem of transfer 
in this case. 

More difficult is the case (b) where the prices of the relevant potential 
exports are significantly higher in the deficit country at existing rates of 
exchange than elsewhere. If then the borrowing country were to 
be forced to effect extra purchases in the dearer country, she might have 
to pay higher prices than those at which she could obtain identical sup- 
plies elsewhere. The burden of higher prices would fall on poor countries 
in need of industrialization, countries least able to afford this. 

The orthodox methods available to reduce prices in the deficit country 
are deflation or devaluation. But both methods are general in that they 
influence the prices not only of the ‘additional’ balancing exports under 
the scheme, but also of all other exports and imports. The discrepancy 
between the prices of goods which the ‘borrowing’ country needs, more- 
over, might be considerable in the ‘deficit’ and ‘surplus’ countries. To 
equalize these might necessitate rather sharp measures. But in the case 
we are here considering the deficit arose out of depression abroad. Any 
general measure which would decrease the effective international demand 
of the deficit country (and its negative balance of payment) would sharpen 
the depression elsewhere. It seems obvious that the appropriate policy 
is to subsidize the additional or balancing exports arranged under the 
scheme so as to equalize their price to the ‘borrowing’ country. The 
incidence of the burden of additional exports of the deficit country could 
then be made to fall in that country in accordance with individual capacity 
to pay. No objection could be taken against this system of subsidies by 
other exporting nations as its scope would be restricted to the ‘additional 
exports. Indeed, it would be less ‘depressive’ to the world than either 
devaluation or deflation initiated by the deficit country; which would 
affect all its exports and imports. 

The proposed extension of long-term loans is a full answer to the case 
in which the ‘surplus’ (and thus the deficit) is attributable to a depression 
in a large country or a number of countries. By arranging for automatic 
long-term loans and diverting to deficit countries an amount at least 
equal to the ‘deficit’ the scheme avoids any deflationary pressure being 
exerted on the world economic system and thus diminishes the 
danger of economic nationalism.1 In this case the scheme really imple- 
ments the claim of the British proposal that ‘the substitution of a credit 
mechanism in place of hoarding would have repeated in the international 
field the same miracle, already performed in the domestic field, of turning 
a stone into bread,’ not altogether fulfilled by the proposed Clearing 
Union. Any readjustment by the deficit country .additional to that 
discussed in the previous section would not only be unnecessary but 
harraful. ? ; 

it is possible, however, that the deficiency in the balance of payments 
of a deficit country would persist, even if full employment were ree 

jecti ‘surplus’ countries granting further loans 
SRR Sie ition thot owt eds hed iius alleviate hate depression, Many 
countries are more willing to stimulate home employment by granting foreign loans 
than by stimulating home investment or consumption directly. 


2 Cmd. 6437, page 12. 
md. 0437, pag 35 


everywhere, or if the deficiency had existed prior to the worsening of the 
trade balances of other fully employed countries due to the depression 
elsewhere. In order to avoid immediate sharp deflationary measures the 
amended Clearing Union scheme could even in that case be brought into 
operation. But as a condition of directing international long-term loans 
to be spent in the deficit country the international authority should 
demand pari passu appropriate adjustments from the country in question. 

(i) A policy of deflation which relies on the fall of the national income, 
on unemployment, and finally on a consequent fall in wages to secure the 
required readjustment, should not be encouraged. Since wages do not fall 
in the same proportion in all industries (and not necessarily where a fall 
would be most needed), it may not even be effective. 

(ii) A policy of depreciation also has drawbacks which are sometimes 
underestimated. If the deficit country is fully employed it will be diffi- 
cult to avoid an increase in wages to catch up with the increase in the 
cost of living caused by depreciation. This would counteract the effects 
of depreciation on the balance of payments. If subsidies to consumption 
goods were instituted to stabilize the cost of living this specific difficulty 
could be obviated. But even after this has been done it is by no means 
sure that currency depreciation will restore the equilibrium in the balance 
of payments of the country considered. If both the elasticity of foreign 
demand for its exports and the elasticity of home demand for its imports 
are less than unity depreciation results not in the improvement but in 
the deterioration of the balance of trade. 

More auspicious would seem, in the short run, the use of more differential 
methods, i.e. export subsidies with an unchanged rate of exchange 
coupled with import duties or import restrictions. 

Depreciation is in fact a special case of a policy of export premia and 
import duties, because it is equivalent to a uniform export subsidy on all 
exports and a uniform duty for all imports. As the elasticities of foreign 
demand for various export items and the elasticities of home demand for 
various import items are not equal the effect upon the balance of payment 
of appropriately differentiated export premia and import duties is more 
favourable than a depreciation equivalent to the average export premium 
and import duty. Thus where depreciation cannot succeed in improving 
the balance of trade sufficiently export premia and import duties may still 
sometimes do the job. Moreover, import duties (and import restrictions) 
permit to differentiate between the import of necessities and that of 
luxuries. 

Against these advantages there must be set the administrative diffi- 
culties of export premia, in particular the danger that powerful interests 
will force them upon commodities where the elasticity of foreign demand 
is not high, thus, of course, depriving them of their intrinsic advantage. 
There appears to be further a greater danger of retaliation here than in the 
case of depreciation; but in a world in which no large economic unit is 
depressed—and this is the case we are considering at the moment—the 
problem of retaliation is of minor importance. 

1 Export premia are often denounced as being ‘discriminatory.’ It is difficult to 
see that this term is applicable as long as all buyers or potential buyers are treated 
identically. There is no inherent necessity to practise discrimination as between 


different buyers. Such practices, moreover, would make the administrative difficul- 
ties even larger than they are in any case. 


Another objection often made is that export premia amount to ‘dumping.’ Yet if 
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REGIONAL AND INTERNATIONAL CURRENCY SYSTEMS 


The advantages which would accrue to all countries from the accept- 
ance of an International Clearing Union supplemented by an International 
Investment Board, with functions as outlined above, are evident. This is 
the solution which should be aimed at. If, for some reason, international 
agreement along these lines cannot be reached, we shall get an uneasy 
working of the British or American Plan, or a compromise between the 
two. These plans may break down, as has been explained in detail, if the 


an exporting firm sells below full cost, this is generally not regarded as ‘dumping. 
Nor is the charge of ‘dumping’ generally made against the products of export indus- 
tries which pay low wages or against the products of countries whose wage level is 
depressed by unemployment. There is surely no reason to reserve the term of 
‘dumping’ (if it is to be used at all) to subsidies financed by the state and not to 
apply it to subsidies financed by charges on home sales or by a reduction of wages. 
From the point of view of the foreign competitor the cause of any reduction in the 
price of competing products is a matter of indifference. The problem of retaliation be- 
comes important if the increase in the exports of one country tends to cause unemploy- 
ment in another. The case against export subsidies (or, for that matter, depreciation) 
rests on the fact that these are the most potent weapons to decrease supply prices, 
more potent than any attempt to increase efficiency or decrease wages. Given the 
amount of readjustment which is necessary the method chosen differs merely in that 
the burden of the consequent losses falls on different shoulders. 

If a country having a deficit in her balance of trade (not due to inflation or indus- 
trialization) is not permitted, either by international agreements such as described 
in the preceding article or by readjustments discussed above, to expand her exports 
in order to correct the deficit, she will inevitably be forced to rely on the alternative 
of excluding imports. A restriction of imports would harm foreign industries and 
cause resentment as much as the expansion of exports not due to an absolute expan- 
sion of world demand. But the harmful effect would then be distributed over a wider 
range of foreign countries and industries. The protests will not be as loud. Yet the 
reduction of the real income of the world will be greater in this case than if the 
readjustments had been achieved not merely by cutting imports but also by 
increasing exports. The more favourable the terms on which a country is permitted 
to export (e.g. if it is permitted to use differential methods) the more it will be 
able to use the expansion of exports and the less likely will be the eventuai limitation 
(and distortion) in the international division of labour. 

The terms of trade would be shifted in favour of a deficit country and thus the 
absolute magnitude of the readjustment could be minimized by concluding long-term 
purchase agreements. Such agreements could be unilateral or reciprocal. Unilateral 
long-term purchase agreements would benefit the purchasing country because by 
assuring the seller of a stable market it would induce the latter to grant favourable 
prices. The producer will benefit because the elimination of the risk of producing for 
an unstable market will enable him to tap cheap sources of credit. It is clear that 
the country undertaking to buy a large part of the output of another at fixed prices 
will have to try to secure the best possible terms in order to limit the risk of other 
countries being able to obtain the same goods at better terms elsewhere. The gain 
and loss of each of the two countries should, therefore, be measured not so much by 
the price relationship of exports and imports as by the volume of additional trade 
which the arrangement permits. There is no reason why both partners should not 
share the benefits from such agreements. baie : } 

In many cases a potential purchaser will be unwilling to commit himself, if he is 
not assured more directly than any general monetary arrangement might succeed 
in doing, that he will be able to pay for the supplies on terms which will not subse- 
quently be rendered too onerous by events over which he has no control. The supplier 
of the primary products on his part must have the assurance that once the sale is 
concluded the purchaser will not insist on unreasonable prices for his exports. The 
reciprocal agreements might be restricted to certain main products on both sides, 
leaving the general trade to be conducted by multilateral clearing or through the 
free exchange machinery. A bilateral clearing agreement is often nothing less than 
the exchange of the surplus products of two countries which could not otherwise be 
sold and probably would never be produced at all in the absence of such agreements. 
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unconcerted policies of the member states do not produce a similar result 
as that consciously aimed at by our scheme. It would, however, be rash 
to rely on such a happy coincidence. The war has created considerable 
economic disequilibria and if the main countries do not succeed in 
neutralizing them by a controlled demobilization policy it is likely that 
through a sharp restocking and reconstruction boom the violent cyclical 
fluctuations of the period between the wars will recommence. In that 
case the weaker countries will sooner or later exhaust their liquid reserves, 
and policies of restriction will spread, as they did in the inter-war period. 
The shackles of liquidity considerations may then not allow all countries 
to stabilize employment at a high level and we are back where we started. 

It is arguable, therefore, that in default of a truly multilateral agree- 
ment the proposed policy of equilibrating lending may be put into opera- 
tion by a group of member states. Such a partial adoption of our scheme 
means a loss to the world economy ascompared with the fully world-scheme, 
but it will be a ‘smaller evil’ compared with an international standard 
which operates mainly through restrictionist policy. Such a block would 
have to take steps to neutralize the depressing influence of economic 
fluctuations abroad on its members.1 This could be achieved only if the 
block could by direct control of its foreign trade regulate the internal 
propensity to consume the exports of non-member countries. The trade 
of the members of such regional ‘clearing unions’ with the rest of the 
world would have to be quantitatively controlled. This does not neces- 
sarily mean strict bilateralism in the sense of enforcing an exact balance 
of the trade of the block with each of the non-member countries, but it 
would mean that multilateral payments outside the block would have to 
be controlled and agreed upon. 

Some argue that the potential loss caused by the fact that regional blocks 
would not be able to make use of the full scope of the international 
division of labour and thus a ‘less economic’ distribution of productive 
resources would result, which would outweigh the gains secured by full em- 
ployment. This argument does not seem plausible. The difference between 
five and fifteen per cent average unemployment far outweighs (if appro- 
priate measures are taken to prevent the misuse of protection) any advan- 
tage which can be hoped for from a ‘freer’ as contrasted with a more 
regulated (but by no means necessarily smaller?) trade. Should the area 
for which such interregional agreements can be reached, e.g. the sterling 
area, be of a fairly high degree of natural self-sufficiency, the loss of 


} Equally disturbing would be the refusal of a country (if large enough) to prevent 
an inflationary spiral. It would then (if its currency did not depreciate pari passu) 
export its inflation to other countries trying to maintain stability at full employment. 
It would be able to impose on these countries a fall in their real income, by bidding 
against home consumers for their supplies (and by bidding for its own exports reduce 
the imports of these countries). 

* It is worth noting in view of the continuous misstatements in this connection, 
that the volume of Nazi foreign trade, in spite of her bitter determination for military 
reasons to achieve self-sufficiency increased in real terms more between 1933 and 1938 
than that of either Britain or the United States. And Britain in 1938 financed #55 
million of imports by liquidating foreign investments Had Germany not used ail 
available productive power for direct or indirect military purposes her foreign trade 
could have been expanded correspondingly and she would have been able to under- 
take foreign investment without any additional sacrifice on her population at a rate 
never attained either by Britain or the United States in peace. Cf. my article in 
The Times Trade Supplement, June 1939. 
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productivity due to the less than full exploitation of the advantages of 
the international division of labour will be small. 

The larger the block, moreover, the easier it would be to readjust any 
adverse balance which it had with other countries, and the more favour- 
able would be the terms on which it could negotiate with them. For any 
restriction on its imports would react sharply on the export industries of 
any one country outside the block, whereas retaliatory action by any one 
country would hardly touch its export industries. Given the advantages 
of belonging to such a regional Clearing Union, the cumulative adherence 
of other countries can be expected. 

Whatever agreements are entered into, the possibility of pursuing 
a full employment policy irrespective of possibly mistaken economic 
policies and crises abroad should be safeguarded and in this respect the 
safeguards even of the British proposals seem insufficient. If a saving 
clause which would permit countries to contract out of their obligations 
if other important contracting parties fail to maintain internal effective 
demand would be embodied in the agreement, then again an expansionist 
element were to be introduced into the scheme and pressure would be 
exerted in the direction of maintaining and expanding effective demand. 


T. BALOGH 


1 Especially if those industries in which large scale production yields substantial 
economies are concentrated under State control or ownership in order to create a 
technically efficient industry yet avoid exploitation. The economies of large scale 
might be prevented in a private enterprise system by the imperfection of the home 
market or (tacit) agreement by the existing few producers. 
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